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Proposed Changes in the Federal Revenue Law 
[Following is the text of a memorandum submitted by the committee on federal taxation 
of the American Institute of Accountants to the United States Treasury Department 
on September 1, 1938. Members of the committee are: Victor H. Stempf, chairman, 
William L. Clark, James A. Councilor, Clarence L. Turner, and Leon E. Williams.] 
THE committee on federal taxation respectfully submits its recom-mendations for revision of the 
federal revenue law, emphasizing the 
following vital proposals: 
1. The creation of a qualified, non-
partisan commission to determine 
a permanent policy of federal taxa-
tion will stimulate business. 
2. To equalize the tax burden, particu-
larly between normally steady in-
comes and violently fluctuating earn-
ings, the general principle of carrying 
forward losses should be restored. 
3. Consolidated returns should be made 
mandatory and, as a corollary, the 
taxation of intercorporate dividends 
should be repealed. 
4. The principle of the undistributed-
profits tax should be discarded. 
5. If retained, the capital-stock tax 
should provide for annual redeclara-
tions, and the excess-profits tax 
should exclude capital gains and 
losses. 
6. Capital gains and losses should be 
segregated, taxed independently at 
a flat moderate rate, without dis-
tinction between short-term and 
long-term holdings, and with a 
carry-over of capital net losses. 
7. The provisions governing the last-
in, first-out inventory method should 
be broadened. 
8. The time for filing federal income-tax 
returns should be fixed at the fif-
teenth day of the fourth month 
following the close of the taxable 
year. 
The foregoing proposals, as well as 
other important recommendations, are 
discussed in the comments which fol-
low, and, in the opinion of the commit-
tee, express a representative cross-
section of the views of certified public 
accountants throughout the United 
States. 
During the past several months, the 
committee, with the cooperation of 
state societies of certified public ac-
countants, gathered recommendations 
for the revision of the federal revenue 
law. These were resubmitted, in the 
form of a questionnaire, to the state 
societies and others. Replies were re-
ceived from sixty-three sources, in-
cluding thirty-two out of the forty-eight 
state societies. The other answers em-
anated from tax accountants to whom 
the societies and the committee referred 
the questionnaire. A tabulation of the 
recommendations and the related vote 
is presented as a supplement to this re-
port. 
BASIC PRINCIPLES 
Congress should create a qualified non-
partisan commission to determine a 
permanent policy of federal taxation: 
The committee again stresses par-
ticularly that the Government could do 
no one thing of greater importance to 
assure the future stability of business 
than to create a qualified, non-partisan 
commission to determine a permanent 
policy of federal taxation. This does not 
seek to delegate legislative or adminis-
trative powers, but only to initiate au-
thoritative research as the basis for 
recommendations to Congress regarding 
fixed principles of federal taxation. Rec-
ognizing the merit of this recommenda-
tion, a resolution was introduced in the 
House of Representatives in May, 
1938, calling for the creation of such a 
commission of ten, to be selected by the 
President with the advice and consent 
of the Senate. The resolution should be 
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revived and aggressively championed. 
Some of the problems to be considered 
by such a commission, and by Congress 
in the meantime, are set forth in the 
following data. 
Business is not a matter of blind 
hope, but one of deliberate, scientific 
planning, seeking to reduce to a mini-
mum the hazards of variables and un-
certainties. Taxation at high rates has 
become as important as material and 
labor costs in such planning. To the end 
that the uncertainty in taxes may be 
minimized, it is of the utmost impor-
tance that the form and incidence of 
taxation become fixed and measurable. 
Business fears to venture when the 
" tol l" is indeterminate, nor can it ven-
ture confidently when it is threatened 
with the restoration of a tax on undis-
tributed profits which violates the rudi-
ments of corporate finance and sound 
accounting. 
The determination of fixed principles 
of federal taxation should strive to 
bridge the existing gap between tax 
accounting and established commercial 
practice. The flexible application of 
accounting principles, as between tax-
payers, should be stressed, with the 
condition that such accounting prac-
tices be consistently maintained from 
year to year. 
Uniform accounting may be applied 
admirably, but to a limited extent, in 
similar businesses within an industry, 
or even in related industries, but liberal 
recognition must be given to inherently 
different characteristics of various en-
terprises. Inflexible rules and standards 
have no place in either commercial 
practice or tax accounting. Conven-
tional procedures which have borne 
the test of experience as to what is fair, 
reasonable, and conservative in the 
determination of earnings or profits, 
should not be ignored. Each taxpayer 
should be free to "choose such forms 
and systems of accounting as are in his 
judgment best suited to his purpose," 
so long as such systems are consistently 
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adhered to, and are representative of 
practices pursued by similar businesses. 
Such a policy would encourage business 
revival, an objective to be sought eagerly 
by the Government in its desire to 
restore a lasting prosperity. 
At the root of much of the difference 
between tax accounting and commercial 
practice lies the difference between 
the legal concept of "due and accrued" 
and the conventional accounting appli-
cation of the principle of accrual. The 
Honorable Roswell Magill, Undersecre-
tary of the Treasury, in a discussion of 
the question of "When Is Income 
Realized," cited an example: 
"An insurance company collects a 
premium in one year for insurance with 
a three-year term. The premium can 
hardly be regarded as earned in the year 
of collection, so the company reports 
only one-third of it as income in that 
year. Nevertheless, the relatively few 
cases which have involved the point 
have held the income to have been 
realized in full in the first year. These 
decisions put an undue emphasis upon 
the receipt of the money, an element 
which is the basic test of income under 
a cash receipts method, but which ought 
not to be under an accrual method. 
It is evident that such decisions, which 
would apparently treat a $1,000,000 
down payment on a 50-year lease as 
income in the year of receipt, lead to a 
gross and, as it seems, quite unnecessary 
distortion of income. Moreover, they 
are inconsistent with the decisions deny-
ing to the lessee, on these facts, a de-
duction of $1,000,000 at the time the 
lease was made, and requiring him to 
prorate the deduction over the life 
of the lease. No controlling administra-
tive reason for this bird-in-hand policy 
has yet been set forth; the inequities 
of the present decisions seem to over-
balance the probable loss of revenue 
from some future insolvencies of tax-
payers who have prorated these cash 
receipts." 
In T H E JOURNAL OF ACCOUNTANCY 
of July, 1938, we commented upon 
general counsels' memorandum 20021.. 
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promulgated in May, 1938, which dealt 
with advance subscription payments. 
There, the opinion held the taxpayer to 
an unsound method of accounting, ig-
noring the preponderance of accounting 
opinion and conventional practice of 
allocating such income to the months 
to which the subscriptions relate, and 
failing to recognize that there are future 
expenses to be borne in respect of serv-
icing such contracts, entirely aside from 
the cost of the product itself. Such de-
cisions add needless complication and 
expense to the conduct of business and 
the administration of tax laws. In all 
such cases, accounting practice has 
recognized for many years that any 
form of income received in advance 
should be prorated when the considera-
tion for such receipt has still to be 
given. 
Similarly, in respect of related forms 
of expenditure, such as taxes, rents, 
royalties, premiums and the like, the 
ordinary accounting practice of pro-
ration should be clearly recognized. 
As to taxes, particularly, the fiscal 
periods to which they relate from an 
accounting standpoint generally differ 
from the periods of deductibility ac-
cepted by the bureau due to the legal-
istic concept, resulting in a futile and 
unjustified burden upon taxpayers to 
maintain records according proper treat-
ment to such items for income taxation 
on a basis which cannot be condoned 
for corporate purposes. 
Furthermore, taxpayers on an accrual 
basis have been required to report as 
income the accrual of interest on mort-
gages receivable when such mortgages 
have fallen into default and interest 
may not have been paid for several 
successive periods. This is contrary to 
well established accounting practice. 
No prudent business man takes such 
interest into income when there is 
doubt of collectibility. The propriety 
of the accrual principle is abrogated 
unless there is reasonable expectancy 
of current realization. 
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Also, when bonuses are voted shortly 
after the close of the taxable year, based 
on the profits of that year, the obvious 
and consistent accounting practice is to 
regard the bonuses as an expense of the 
year during which the related profits 
were earned, and to accrue the liability 
as at the close of that year. The com-
missioner, however, holds that such 
bonuses are deductible in the year 
voted, his position being that all the 
events relating to the determination of 
the bonus occurred in the subsequent 
year. This is an unnatural legalistic 
interpretation which ignores substance 
and makes a travesty of form. 
Again, in connection with "trade-
ins" of equipment and machinery, the 
ordinary accounting practice is to re-
cord gain or loss based upon the dif-
ference between depreciated cost and 
trade-in value. The commissioner takes 
the position, however, that no gain or 
loss is to be recognized and that the 
basis of the property acquired is to be 
adjusted for the under or over deprecia-
tion of the replaced item. This treat-
ment is unrealistic, requires many petty 
and unwarranted adjustments, and 
causes added work and expense on the 
part of taxpayers. 
The foregoing examples merely dem-
onstrate the character of existing dif-
ferences between tax accounting and 
commercial practice, innumerable il-
lustrations of which are readily at hand 
in cases considered by the bureau and 
the Board of Tax Appeals. The law 
should be purged of these refinements, 
and the permanent policy of taxation 
recommended by a federal commission 
should demand the liberal construction 
of the existing regulation that "stand-
ard methods of accounting will ordi-
narily be regarded as clearly reflecting 
income." The judgment of business 
management in adopting procedures 
which have commercial acceptance 
should be given credence unless the 
conclusions of management are mani-
festly unsound, particularly when the 
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difference is not of major importance, 
where management's judgment is not 
unreasonable, and where there is no 
reason to question good faith. 
The determination of a fixed policy 
of federal taxation also should give 
serious consideration to a broadened 
base, including a reduction of specific 
exemptions of individuals, which, for 
purposes of practical administration, 
seems to necessitate an extension of the 
principle of withholding at the source. 
Incident, thereto, it may be possible 
to eliminate certain of the inelastic 
nuisance taxes, commonly condemned 
as hidden taxes which distort the price 
structure. 
Tax revision should encourage busi-
ness revival by eliminating the un-
certainties inherent in repeated change. 
A permanent policy should rely upon 
fitting the tax to the required revenue 
by the adjustment of rates, and avoid 
shifting the form and incidence of taxa-
tion, a course which injects new and 
intricate problems from year to year. 
Net losses should be carried forward: 
A foresighted policy of income taxa-
tion should look upon business as a per-
manent, continuing institution. The 
annual "cut-off" is, at best, a crude 
although unavoidable expedient for 
current financial reporting. In reality 
the earnings of an enterprise are not 
fairly measured by one year's opera-
tions, but by the composite results of a 
cycle of years. This fact is acknowledged 
in the several phases of instalment ac-
counting observed in the law and regu-
lations, but ignored in the less obvi-
ously defined, although related, charac-
teristics of every business. The Treasury 
Department admits that the tax burden 
should be equalized as between nor-
mally steady incomes and violently 
fluctuating earnings. The obvious rem-
edy lies, primarily, in a general restora-
tion of the principle of carrying forward 
losses. 
Theoretically, this privilege should be 
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perpetual, and would be observed 
ideally by reporting taxable earnings 
on the basis of a five-year average. 
Practically, it is realized that this plan 
rears new objections, particularly in 
lean years, although it seems the state 
of Wisconsin has experienced no ad-
ministrative difficulty in its applica-
tion. From a fiscal standpoint, probably 
there should be some reasonable limita-
tion upon the number of years losses 
may be carried forward. At various 
times in the past, the law has allowed 
two- and three-year periods: this, the 
committee believes to be the least which 
should be accorded in all cases, and 
urges that every effort be made to ex-
tend the carry-over to five years. A 
definite advance would then be made 
toward solving the manifold problems 
concerning the year in which income 
arises, by minimizing the importance 
of the opportunist attitude of both the 
bureau and taxpayers. 
7 he law should set forth a satisfactory 
definition of earnings or profits: 
The term "earnings or profits" re-
mains undefined in the law, although 
it is well established that it is neither 
earnings determined by conventional 
corporate methods nor taxable income, 
gross or net, in the ordinary sense. 
Typical of the problems which arise in 
the interpretation of this term is the 
statement made by the congressional 
conference committee in connection 
with the accumulated-deficit credit 
under the revenue act of 1938: 
"A distribution to shareholders, re-
gardless of its source, cannot create a 
deficit in accumulated earnings or 
profits. Even though a distribution out 
of accumulated earnings or profits so 
exhausts the earnings and profits ac-
count as to leave it incapable of absorb-
ing a loss thereafter resulting from the 
business, the loss, and not the distribu-
tion, creates the deficit." 
Judged by normal concepts of finance 
and accounting this is inexplicable jar-
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gon, although from a tax standpoint it 
flows logically from a board decision 
that (for tax determinations) " a non-
taxable stock dividend does not dimin-
ish 'earnings or profits' available for 
subsequent distributions." 
The word "dividend," as used in the 
law, means a taxable distribution. The 
term '' earnings or profits " includes such 
items of nontaxable income as interest 
on tax-free obligations and previously 
tax-free dividends from other corpora-
tions. On the other hand, unallowable 
deductions, excess capital losses, and 
excess contributions should affect the 
calculation of "earnings or profits." 
There are many other undetermined 
elements in the construction of that 
term. 
In connection with the term "earn-
ings or profits," regulations 94 say: 
"Gains and losses within the purview 
of Section 112 or corresponding pro-
visions of prior Acts are brought into 
the earnings and profits at the time and 
to the extent such gains and losses are 
recognized under that section." 
However, the exclusion from "earn-
ings or profits" of inherent profits in 
tax-free transactions is not conclusively 
established, as evidenced by the deci-
sions of the Board of Tax Appeals and 
courts. In the Freshman case (33 B.T.A. 
394) there was a tax-free reorganization 
wherein one company exchanged an 
investment, which had appreciated 
greatly over cost, for stock of another 
company. The board stated that al-
though the transaction was tax-free, 
nevertheless the appreciation over cost 
was realized upon the exchange insofar 
as it affected "earnings or profits avail-
able for dividends," contrary to the 
commissioner's regulation. There are 
other conflicting cases relating to tax-
free transactions and affecting the de-
termination of "earnings and profits." 
The subject is in a very unsettled state. 
As a start in the right direction, would 
it not be possible to include affirmative 
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statements in the law to the effect that 
certain defined items constitute credits 
to "earnings and profits" and that 
others are specifically excluded; and, 
on the other hand, that certain defined 
items constitute debits to "earnings and 
profits" and others are specifically ex-
cluded? Although adding verbiage to 
the law, this change is regarded by the 
committee as true simplification. 
Consolidated returns should be made 
mandatory: 
It is so well established in the broad 
field of financial reporting that consoli-
dated statements are essential to the 
correct presentation of the affairs of 
affiliated groups, that it is obviously 
incongruous to prohibit consolidated 
tax returns when in fact they should be 
mandatory. 
Subsidiary companies are usually 
organized by a parent for the purpose of 
complying with state requirements, 
to minimize risk in opening up new ter-
ritory, to facilitate financing, or to sim-
plify the establishment of new lines of 
business. They are, for all practical pur-
poses, merely branches or departments 
of one enterprise. Businessmen, stock 
exchanges, and the Securities and Ex-
change Commission recognize that the 
financial position and earnings of the 
parent company and its subsidiaries 
can be presented satisfactorily only by 
means of consolidated statements show-
ing the combined position and results of 
operations. The entire consolidated group 
is treated as a single unit, intercompany 
transactions and profits not realized 
by means of sales outside the group 
being eliminated. 
When the filing of consolidated re-
turns was abolished in 1934, this coun-
try made a long step away from the 
path of sound business practice. By 
requiring separate statements of income 
from each unit of the one enterprise, 
nonexistent "paper" income is often 
taxed, and the earnings of particular 
units may be distorted and incorrectly 
5 
Proposed Changes in the Federal Revenue Law 
presented. Moreover, elimination of the 
consolidated return, being contrary to 
ordinary business practice, has unduly 
complicated administration of the in-
come-tax law and has placed additional 
burdens on corporate groups which fol-
low the consistent practice of preparing 
consolidated financial statements for all 
other purposes. 
Accordingly, to simplify the prepara-
tion and auditing of returns, and at the 
same time to prevent both the taxation 
of artificial, nonexistent income, and 
the avoidance of tax by arbitrary inter-
group charges, it is urged that consoli-
dated returns be made mandatory for 
affiliated groups. 
Every argument which can be urged 
in favor of consolidated returns applies 
with equal force against the taxation 
of intercorporate dividends. The prin-
ciple is unsound from an accounting 
standpoint, and it is urged that, as a 
corollary to mandatory consolidated re-
turns, the taxation of intercorporate 
dividends between affiliated corpora-
tions be repealed. 
UNDISTRIBUTED PROFITS TAX 
The principle of the undistributed profits 
tax should be discarded: 
In replying to the committee's ques-
tions dealing with the corporate surtax, 
a prominent Western certified public 
accountant observed: "The wise farmer 
keeps his best grain for seed purposes." 
This is indeed a pertinent metaphor, 
emphasizing the importance of plowing 
back earnings. To provide for growth 
and to afford protection against lean 
years is a sound precept for every tax-
payer, whether individual or corporate. 
The response to the committee's 
questionnaire was overwhelmingly in 
favor of absolute repeal of the corporate 
surtax. The few adverse and doubtful 
replies were largely qualified by indif-
ference to the existing provisions because 
of the nominal rate involved. 
The committee recognizes the justi-
fication for curbing unreasonable reten-
tion of corporate earnings, but earnestly 
believes the remedy lies in the provi-
sions of the law dealing with improper 
accumulation of surplus. Measures which 
apply equally to corporations in which 
no such abuse exists are unwarranted. 
As brought out in the hearings before 
the House ways and means committee 
in connection with the revenue act of 
1936, such measures "too often, like 
Herod's massacre, cause great suffering 
but fail to reach the particular cases 
which inspire them." 
The principles of the corporate surtax 
flagrantly exert pressure upon the weaker 
corporations to make unwarranted dis-
tributions. Such dividends are contrary 
to recognized standards of corporate 
finance and violate ordinary credit 
standards by encouraging the creation 
of debt to enable distributions, a pro-
cedure traditionally viewed as financial 
heresy. The same pressure does not 
affect well-entrenched and soundly 
financed corporations, to which capital 
and credit resources are far more readily 
available. Mr. A. A. Berle, Jr., has been 
quoted in the press recently as having 
said : 
"A high tax on undistributed cor-
porate profits, though it retards the 
growth of existing corporations, gives 
them a perpetual franchise, not only 
to stay large, but to be the only large 
corporations in existence. No small 
business can grow up to a point where 
it can give its large competitors a real 
battle. This tax, therefore, clearly tends 
to destroy competition." 
It is not unlikely that the presence of 
the undistributed-profits tax principle 
in the law has deterred the ready flow 
of new capital into small corporations. 
Every investor or lender views with 
grave concern the likelihood that the 
corporation to which he advances capi-
tal may be tempted, and in fact en-
couraged, to dissipate its resources 
through unwise dividend distributions. 
In his testimony before the Senate 
finance committee, concerning the 1938 
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revenue bill, the Undersecretary of the 
Treasury stated: 
" It was thought that since the safety 
of the public was increased through 
accumulation of earnings by banks, it 
was not desirable to force them to 
distribute"; and: " I t is certainly de-
sirable to maintain all corporations in 
good financial condition"; and further: 
"We do not obtain revenue in income 
taxes from corporations in liquidation." 
The undistributed-profits tax, as re-
tained in the revenue act of 1938, has 
been reduced to a mere skeleton of its 
original self. Out of administrative 
necessity, however, there remain all of 
the complexities of the dividends-paid 
credit, consent-dividends credit, credit 
for operating losses, dividend carry-
over, accumulated deficit credit, credit 
relative to retirement of indebtedness, 
and the provisions relating to corpora-
tions with net income of approximately 
$25,000 or less. Because of the nominal 
tax rate involved, these ramifications 
seem to be a tempest in a teapot, but 
their importance increases as taxable 
net income and related distributions 
rise. The difference in Government rev-
enue, however, cannot justify the ad-
ministrative difficulties and cost in-
herent in these involved provisions. 
There can be no reason, other than 
arbitrary expedient, to establish a line 
of demarcation respecting the undis-
tributed-profits tax at an income level 
of $25,000. Is the inference to be drawn 
that withholding earnings beyond $25,-
000 in any year is an improper reten-
tion? Certainly, such is not the intent! 
Certainly, all corporations should be 
taxed alike on the first $25,000 of earn-
ings. If there be any basis for distinc-
tion, it must be the ratio of earnings to 
capital or the ratio of the first $25,000 
to total earnings. Obviously, no one 
wants to restore the uncertainties which 
arise in formulae based on ratios or to 
resurrect the innumerable difficulties 
which accompany any method based on 
invested capital. 
We strongly urge that " the present 
skeleton, which remains to haunt 
business," be removed from the law in 
its entirety. 
Although it is hoped that the revenue 
act of 1939 will definitely discard the 
undistributed-profits tax, the retention 
of the principle and present form would 
necessitate certain amendments to clar-
ify existing provisions. There follows a 
discussion of pertinent changes: 
Optional dividends—effect on basic surtax 
credit: 
Section 115(f) (2) of the revenue act 
of 1938 provides that a certain type of 
distribution, known as an optional divi-
dend, shall be considered as taxable 
income to all the shareholders, regard-
less of the medium in which paid. 
Many corporations with depleted cash 
resources have looked upon the optional 
dividend as a means of securing a basic 
surtax credit while retaining earnings 
in the business. Questions have arisen, 
however, as to whether optional dis-
tributions will constitute dividends paid 
for the purpose of the basic surtax 
credit, in view of the provisions of 
section 27(h) which reads as follows: 
"The amount of any distribution 
(although each portion thereof is re-
ceived by a shareholder as a taxable 
dividend) . . . shall not be considered 
as dividends paid for the purpose of 
computing the basic surtax credit, un-
less such distribution is pro rata, with 
no preference to any share of stock 
as compared with other shares of the 
same class, and with no preference to 
one class of stock as compared with an-
other class except to the extent that the 
former is entitled (without reference to 
waivers of their rights by shareholders) 
to such preference. . . . " 
In most instances of dividends pay-
able in more than one medium it will be 
impossible, as well as undesirable, to 
arrange for each stockholder to receive 
the exact cash value per share. Accord-
ingly, in the case of an optional dis-
7 
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tribution, where there is a reasonable 
election as between two mediums, the 
stockholder will be taxed under section 
115(f) (2) and, by the literal wording of 
section 27(h), the corporation will 
secure no credit. The result is double 
taxation. 
This undesirable condition cannot 
have been intended by Congress and 
should be cured by clarifying the lan-
guage of the law. At least, the Treasury 
Department should liberally interpret 
section 27(h) by ruling that equality of 
opportunity is sufficient compliance with 
the section, and that exact equality of 
distribution value is not required. 
Resolve conflict between subsections 27(g) 
and 27(i): 
The provisions of these two apparently 
conflicting subsections of section 27 are 
as follows: 
"(g) Distributions in liquidation— 
In the case of amounts distributed in 
liquidation the part of such distribution 
which is properly chargeable to the 
earnings or profits accumulated after 
February 28, 1913, shall for the pur-
poses of computing the basic surtax 
credit under this section, be treated as 
a taxable dividend paid." 
" (i) Nontaxable distributions—If any 
part of a distribution (including stock 
dividends and stock rights) is not a 
taxable dividend in the hands of such 
of the shareholders as are subject to 
taxation under this title for the period 
in which the distribution is made, such 
part shall not be included in computing 
the basic surtax credit." 
Doubt has arisen as to the allow-
ability, in computing the basic surtax 
credit, of the portion of a distribution 
in liquidation which is properly charge-
able to earnings and profits accumulated 
after February 28, 1913, both in the 
case of ordinary liquidations, where 
gain or loss is recognized to the share-
holders, and in the case of the complete 
liquidation of a subsidiary corporation, 
where no gain or loss is recognized. 
While it appears that the former sub-
section allows the credit for such dis-
tributions, in either case the distribu-
tions are not taxable dividends in the 
hands of the stockholders and, therefore, 
under subsection (i), are not allowable 
in computing the basic surtax credit. 
In regulations 94, the Commissioner 
of Internal Revenue has interpreted the 
corresponding subsections of the 1936 
act (a) as allowing a dividends-paid 
credit for the portion of a distribution 
in liquidation which is properly charge-
able to earnings and profits accumulated 
after February 28, 1913 in the case of a 
liquidation in which gain or loss upon 
the distribution is recognized to the 
stockholders, although not taxed as a 
dividend to them, but (b) as denying 
the credit for such distribution in the 
case of the complete liquidation of a 
subsidiary company. However, in the 
latter case, the commissioner has af-
forded some relief—apparently un-
authorized by the law—by permitting, 
subject to his approval, the allocation 
to the transferor corporation of a por-
tion of any dividends paid by the trans-
feree corporation subsequent to the 
liquidation and the allowance of such 
portion as a dividends-paid credit to the 
transferor corporation. 
It is the intent of the law to allow 
as a credit only such distributions as are 
taxable to the stockholders. Therefore, 
the commissioner's interpretation is 
logical, i.e., to disallow as a credit that 
portion of a distribution in complete 
liquidation of a subsidiary company 
which is properly chargeable to earn-
ings and profits accumulated after Feb-
ruary 28, 1913, because such distribu-
tions "in complete liquidation" are not 
taxable to the parent company. How-
ever, as the subsidiary is, in fact, dis-
tributing its entire earnings, it should 
be granted relief. The commissioner's 
method set forth in regulations 94 is 
equitable, and it should be sanctioned 
by the addition of an appropriate 
subsection to section 27. 
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With respect to liquidations in which 
gain or loss is recognized, the doubt as 
to the allowability of a credit should be 
removed by the amendment of sub-
section 27(g) to provide for the allow-
ance of the credit even though the stock-
holders report the distribution as result-
ing in capital gain or loss. Furthermore, 
it is not apparent how the portion of a 
distribution in liquidation, which is 
properly chargeable to earnings or 
profits accumulated since February 28, 
1913, is to be determined. Section 27(g) 
should resolve this doubt by stating 
whether capital or accumulated earn-
ings or profits is considered as being 
distributed first. 
Consent-dividends credit should be sup-
planted by a simpler method: 
One of the new provisions aimed at 
ameliorating the various taxes on cor-
porate undistributed profits is the 
credit allowed under section 28 for con-
sent dividends. Section 28 is intended 
to provide a method whereby corpora-
tions in a poor cash position, unable to 
distribute taxable stock dividends or 
dividends in their own obligations, may 
secure a basic surtax credit by obtain-
ing "consents" from stockholders to 
include portions of the undistributed 
corporate net income in their own net 
incomes. 
Effective use of section 28 will require 
planning in advance to obtain "con-
sents" from cooperative stockholders 
and paying off recalcitrant stockholders 
before the end of the year. As most or-
ganizations are not in a position to de-
termine the amount of their net income 
until after the close of the taxable year, 
it is clear that in practice section 28 
can be availed of only by closely held 
corporations. 
In its present form, section 28 is one 
of the most complicated sections of the 
law, and embodies at least half a dozen 
baffling problems. One point requiring 
clarification relates to the holding period 
of the "consent" stock for the purpose 
of computing the recognized gain or 
loss in the event of a subsequent sale 
or taxable exchange. Will the holding 
period date from the original purchase 
of the stock, or will there be several 
holding periods, one for the original 
purchase of the stock and others for the 
amounts of the "consent" dividends 
added at various times to the cost of the 
stock? 
As the law now reads, where a share-
holder signs a "consent," the amount 
specified in the "consent" is taxable 
to him in its entirety, whether or not 
such amount if distributed to him in 
cash, would have been in whole or in 
part a taxable dividend. Such amount 
is then added to the basis of the stock 
in the hands of the shareholder, but 
only in an amount which represents a 
taxable dividend (i.e. is out of earnings 
or profits), and is allowed as a "consent-
dividends credit" to the corporation. 
Thus, a holder of one share in a corpora-
tion "consents" to include $100 in his 
gross income as a dividend. It develops 
that for the taxable year the corpora-
tion has net income of $100 per share 
but at the end of the year has accumu-
lated earnings or profits of only $50 per 
share,. In this case, the "consent-divi-
dends credit" of the corporation would 
be limited to $50 per share, while the 
shareholder would be obliged to include 
the entire $100 in his gross income. 
Moreover, the shareholder would be 
allowed to increase the basis of his 
stock by only $50 (the amount allowed 
to the corporation as a "consent-
dividends credit"), the remaining $50 
apparently vanishing into thin air. 
The foregoing situation undoubtedly 
will arise frequently, as in a great many 
instances corporate executives will find 
it difficult to estimate accurately the 
net earnings before the end of the year. 
In such cases, there will always be the 
danger to shareholders that they might 
sign "consents" in excess of the cor-
porate net earnings and, therefore, will 
be unjustly taxed on amounts which 
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do not represent earnings of the cor-
poration. 
As previously indicated, section 28 
will be practicable only in the case of 
closely held corporations. Because of the 
complications involved, even such cor-
porations will be discouraged from its 
use. The committee, accordingly, urges 
that the section be supplanted by a 
simple scheme whereby stockholders 
may pick up their pro-rata share of in-
come. Such a provision should, at least, 
assure an allowance to the corporation 
equivalent to the amount taxed as in-
come to the shareholder, or vice versa, 
and regardless of the amount of the 
"consent," assure that not more shall 
be taxed as income to the shareholder 
than becomes an allowable credit to the 
corporation. That, after all, is the ob-
jective. It should not be necessary for 
corporations to go through the usual 
corporate formalities and procedures. 
CAPITAL-STOCK AND EXCESS-
PROFITS TAX 
If retained, capital-stock tax should pro-
vide for annual redeclarations, and 
excess-profits tax should exclude capital 
gains and losses: 
Business leaders look upon the capi-
tal-stock tax and related excess-profits 
tax as "Siamese Twins" which are un-
conscionably speculative and vicious. 
The self-declared value is often arbi-
trary and has no relationship to actual 
worth, while the excess-profits tax li-
ability is based on guess work instead of 
established principles. Accordingly, we 
do not favor the retention of either of 
these taxes in the general form in 
which they have been included in the 
statutes since 1933. However, if the 
way cannot be opened to outright 
repeal, we advocate the following modi-
fications : 
1. As a matter of equity and principle, 
an amendment should be made ex-
empting net capital gains and net 
capital losses of corporations from 
the scope of the excess-profits tax. 
Such gains and losses are of an ex-
traordinary rather than a recurring 
nature and there is no logical basis 
for including them in the calcula-
tion of the earnings ratio on which 
capital-stock value is ordinarily predi-
cated. Moreover, the profitable dis-
position of a capital asset should not 
be discouraged by the spectre of a 
high excess-profits tax. 
2. On May 31, 1938, the United States 
Court of Claims (in Chicago Tele-
phone Supply Company v. United 
States) expressed doubt as to the 
validity of the capital-stock tax 
if the declared value covers more 
than one year. The court stated: 
"If the case now before us were 
one in which the value taken for 
assessment was made in a declara-
tion for a previous year, a very dif-
ferent situation would be presented. 
It might then well be argued that 
the statute conclusively presumed 
that the value stated for another 
year should be taken as the basis of 
the taxable year and that this was 
purely arbitrary, for the vicissitudes 
of business are such that in all prob-
ability the value taken for the tax-
able year would not be correct; also 
that it was arbitrary in another re-
spect in that the taxpayer had no 
opportunity to make a correct de-
termination of the fair value of the 
stock. In such a case he is compelled 
to make his statement more than a 
year in advance, and not only could 
not know what the value would be 
during the taxable year, but has no 
basis for making any kind of a rea-
sonable estimate as to what its value 
would be for that year. His state-
ment at best would seem to be merely 
a guess or a supposition. In some 
cases the deductions required by the 
adjustments for a subsequent year, 
particularly in the case of ' property 
being distributed in liquidation to 
shareholders,' might even go so far as 
to reduce the 'adjusted declared 
value' to zero and make all of the 
earnings of the company subject to 
excess-profits taxes, although the 
actual net earnings were only two 
or three per cent." 
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In our opinion, this constitutional 
doubt expressed by the court should be 
minimized by permitting annual re-
declarations of value. We suggest that 
the law be revised accordingly. 
CAPITAL GAINS AND LOSSES 
Capital gains and losses of individuals 
should be segregated in separate sched-
ule, taxed independently at a flat mod-
erate rate of say 12½ per cent, without 
distinction between short-term and long-
term holdings, and with a carry-over of 
capital net losses: 
Under the revenue acts of 1934 and 
1936, it is commonly acknowledged 
that the high and complicated tax on 
capital gains retarded the velocity of 
business transactions and impeded the 
free circulation of capital by discourag-
ing the taking of profits and their fur-
ther reinvestment. The revenue act of 
1938 has improved the situation con-
siderably, but certain obstructions to 
business revival remain. Capital gains 
and losses are still computed in accord-
ance with the length of time held, and a 
portion of such gains is still included in 
ordinary net income and subjected to 
the normal and surtax rates. This hy-
brid arrangement will continue to dis-
courage the voluntary taking of profits, 
with consequent injury to business. 
Sales or exchanges are ordinarily vol-
untary transactions, and where the tax-
payer considers the capital transaction 
in relation to his surtax bracket, and 
where also postponement will result in a 
substantial decrease in tax liability, he 
will refrain from activity, in most cases, 
until a more propitious moment. The 
"t iming" factor thus operates to hinder 
sales, exchanges and the general flow 
of capital upon which employment 
depends. 
Because of the peculiar nature of 
capital gains, and as a tax on such gains 
applies a brake to national business re-
covery, informed observers have urged 
the complete removal of such items from 
the field of taxable net income. In fact 
Great Britain recognizes the peculiar 
nature of capital gains, that they very 
often represent unreal, fictitious profits 
—mere appreciations in value due to 
shifting price levels, monetary revalua-
tions, or perhaps inflation or "boom" 
psychology—and does not consider 
them fit subjects for income taxation. 
The committee realizes that much 
can be said in favor of outright repeal 
of the tax on capital gains, but feels 
there is some justification for the posi-
tion that realized capital gains represent 
ability to pay and should bear their 
just proportion of taxation instead of 
shifting the entire burden to those 
carrying on regular commercial pur-
suits. Accordingly, the committee re-
peats its recommendation made on 
prior occasions that capital gains and 
losses should be segregated in a separate 
schedule and should be taxed inde-
pendently at a flat moderate rate, say 
12½ per cent, without distinction be-
tween short-term or long-term holdings, 
and with a carry-over of capital net 
losses. 
Under such an arrangement, the tax-
payer can realize on his profits and take 
his losses without considering the effect 
of high surtax rates or the advantages 
of postponing the transaction to a later 
date. This will encourage and multiply 
capital transactions, with a consequent 
increase of revenue from this source. 
It is significant, as pointed out in the 
House ways and means committee re-
port on the 1938 bill, that during the 
time capital gains were subjected to a 
flat 12½ per cent rate, the revenue from 
this source amounted to approximately 
50 per cent of the total income-tax 
collections from individuals, whereas, 
in 1934 and 1935, it made up but 3 per 
cent and 13 per cent, respectively. 
Unquestionably, this country needs 
the restoration of an abundant flow of 
equity capital. No one thing will do 
more to restore activity, employment, 
and prosperity. An overwhelming pro-
portion of informed opinion believes 
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that the tax on capital gains is one of 
the principal deterrents to this free flow 
of capital. Accordingly, we urge that 
earnest consideration be given to this 
proposal for breaking the tax-induced 
jam. 
Treatment proposed for individual capital 
gains and losses should be extended to 
corporations: 
Though considerable relief from bur-
densome taxation on capital gains has 
been accorded individuals, there has 
been no change as to corporations. 
Capital net gains are taxed in full to cor-
porations and capital net losses are 
limited to $2,000. Thus, ordinary cor-
porations may pay a maximum tax of 
19 per cent on capital net gains, as com-
pared with a 15 per cent maximum tax 
on a "two-year" gain to an individual. 
In the case of personal holding com-
panies, the tax on capital net gains may 
be 75 per cent if not distributed, and if 
distributed, such gains will be subject 
to the full individual normal tax and 
surtax rates. 
Congress has recognized the advis-
ability of reducing taxes on individual 
capital gains to permit movement of 
frozen capital. The same treatment 
should be accorded corporate capital 
gains. 
Accordingly, we recommend: (1) that 
the inequitable corporate capital net 
loss limitation of $2,000 be removed; 
(2) that corporate capital gains and 
losses be segregated in a separate sched-
ule and taxed independently at a flat 
rate, say 12½ per cent, with a carry-
over of capital net losses, and (3) that 
corporate capital net gains be excluded 
from the base for all corporate surtax 
computations. 
Land used in trade or business should be 
excluded from definition of capital 
assets: 
Section 117(a) (1) of the 1938 act 
eliminates from the definition of capital 
assets: "property, used in the trade or 
business, of a character which is subject 
to the allowance for depreciation pro-
vided in section 23 (1)." It is strongly 
urged that the land upon which such 
depreciable property stands likewise 
be excluded from the statutory defini-
tion. Land and the building attached 
thereto generally are considered to be 
one asset, and almost any transaction 
which could result in capital gain or 
loss would involve the sale or exchange 
of the land and building together. There 
is no logical ground for holding that 
buildings used in trade or business, 
and the land upon which the buildings 
stand, belong in different categories. 
To remedy this objection, it is 
suggested that section (117a) (1) be 
amended to exclude from the definition 
of capital assets "property (including 
land) held for productive use in the 
trade or business." 
INVENTORIES 
Provisions governing last-in, first-out 
method are too narrow: 
Section 22(c) of the several revenue 
acts has provided that "inventories 
shall be taken upon such basis as the 
commissioner, with the approval of the 
secretary, may prescribe as conforming 
as nearly as may be to the best account-
ing practice in the trade or business and 
as most clearly reflecting the income." 
In enacting this section, it was the 
general purpose of Congress to have the 
income of a taxpayer, where inventories 
were involved, computed in accordance 
with sound accounting practice, which 
might of course vary in different in-
dustries. Thus, in many industries, 
especially in the producing and process-
ing of nonferrous metals, leather and 
petroleum, the "last-in, first-out" method 
of taking inventories has long been 
recognized by the leading accounting 
authorities as most accurately reflecting 
income. The method is widely used in 
such industries in keeping the corporate 
books and records, in preparing income 
and financial statements to stockhold-
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ers, in reports to the New York Stock 
Exchange and the Securities and Ex-
change Commission, and for all other 
corporate purposes. 
In accordance with the intent of 
Congress, as expressed in section 22(c), 
the "last-in, first-out" method of in-
ventory should have been recognized 
long ago for income-tax purposes by 
regulation, and no specific provision 
governing the use of such method 
should have been required in the law. 
However, on the grounds of administra-
tive difficulty, the commissioner and the 
Treasury have always resisted such 
recognition, and it required the repeated 
representations of leading accounting 
authorities, made especially at the 
public hearings in connection with the 
1936 and 1938 revenue bills, to impress 
upon Congress the necessity of recog-
nizing the "last-in, first-out" method. 
As a result of these efforts, the Senate 
introduced an amendment to the 1938 
revenue bill providing that: 
"The cost of goods sold . . . may be 
computed upon the 'last-in, first-out' 
basis if such basis conforms as nearly as 
may be to the best accounting practice 
in the trade or business and is regularly 
employed in keeping the books or 
records of the taxpayer. . . . " 
This language was considered satisfac-
tory by accountants and taxpayers in 
general. As finally enacted, however, 
the provision resulted only in limited 
recognition of the "last-in, first-out" 
method. Use of the method is restricted 
to smelters of nonferrous metals, pro-
ducers of certain elementary forms of 
brass and copper products, and tanners. 
Other industries, such as the petroleum 
industry and some branches of the tex-
tile and the meat-packing industries, 
which have found the method adapted 
to their needs, are barred from its use. 
In view of these restrictions, section 
22(d) of the revenue act of 1938 is 
unsatisfactory and can be considered as 
little more than a step in the right 
direction. There are other objections, 
especially in the case of the nonferrous 
metal industries, in confining the use 
of the "last-in, first-out" method to 
raw materials not yet included in goods 
in process or finished goods. This re-
striction makes the section virtually 
inoperative as to such industries. The 
requirement, as a condition to the use of 
the "last-in, first-out" method, that 
goods shall be "so intermingled that 
they cannot be identified with specific 
invoices" is unnecessary and has no 
place in the language of the statute, as 
this question has been dealt with fully 
in the current and previous regulations, 
the substance of which will without 
doubt be applied to the revenue act of 
1938. 
The enumeration of specific products 
to which the "last-in, first-out" method 
should apply and the specification of 
particular industries are also unneces-
sary. These limitations, together with 
the restriction as to "principal business," 
should be removed from the law. 
The committee considers the pro-
visions of section 22(d) of the 1938 act 
too narrow, and to remedy this situa-
tion recommends that, whether or not 
specific industries are to be named as 
types or examples, an additional sen-
tence should be added, similar in intent 
and purport to that added to section 
22(c) of the 1938 bill by amendment 
on the floor of the Senate (but elimi-
nated in conference), but with the modi-
fication that the words "as nearly as 
may be to the best accounting practice " 
be changed to read " to a recognized 
accounting practice." 
BASIS OF PROPERTY 
Excess depreciation not "beneficially 
allowed" should be ignored in deter-
mining basis of depreciable property: 
In recent years the Treasury De-
partment has subjected depreciation 
deductions to close scrutiny, and in 
many cases has required the use of lower 
annual rates. Throughout the depres-
sion, a large number of companies op-
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erated at a loss, but in accordance with 
correct accounting principles, consist-
ently maintained, continued during 
those years of loss to compute deprecia-
tion at established rates. Upon the re-
turn of profitable years, the Treasury 
Department has often required such 
taxpayers to use lower rates, without 
permitting retroactive application, with 
the result that the taxpayer is required 
to reduce the depreciable basis of his 
property by the excess depreciation 
taken in the years of net loss. Such ex-
cess depreciation clearly has not been 
"beneficially allowed" and the tax-
payer should be permitted to add it 
back to the basis of the depreciable 
property. 
It is recommended, therefore, that 
section 113(b) (1) (B) be amended to 
provide that in determining the basis of 
depreciable assets, adjustment should 
be made for depreciation "allowed or 
allowable," except that where deprecia-
tion rates are revised downward by the 
department, excess depreciation taken 
in years of net loss and not "beneficially 
allowed" for tax purposes, should be 
ignored. 
Basis of property devised, where estate 
tax is computed on values one year 
after death, should be value upon which 
estate tax is computed: 
Prior to the revenue act of 1935, 
an executor could value an estate only 
as of the date of death. An amendment 
of section 302 of the revenue act of 
1926 by the 1935 act, however, gives 
the executor an election with respect 
to the time as of which the property 
included in the gross estate may be 
valued. Under the amendment, the ex-
ecutor may now value the estate as of 
the date of death or as of the date one 
year after the decedent's death. 
For income-tax purposes, the law 
(section 113(a) (5)) says that the basis 
of property transmitted at death is the 
value at time of acquisition. In in-
terpreting section 113(a) (5), the regu-
lations hold that the time of acquisition 
of such property is the death of the 
decedent, and its basis is the fair market 
value at the time of the decedent's 
death. The regulations also state that 
the value of property as of the date of 
death as appraised for the purpose of 
the federal estate tax shall be deemed to 
be its fair market value at the time of 
the death of the decedent. However, 
the regulations continue, if the property 
is not appraised as of the date of death 
for federal estate-tax purposes, the 
basis of the property for income-tax 
purposes shall be the value as appraised 
as of the date of death for the purpose 
of state inheritance or transmission 
taxes. 
Under the interpretation, if the ex-
ecutor chooses to value the estate for 
estate-tax purposes as of one year after 
the decedent's death, that value can-
not be used as the basis for gain or loss 
on subsequent disposition of the prop-
erty. In such a case, the value at the 
date of death as appraised for state 
death taxes shall be deemed to be the 
fair market value at the time of the 
death of the decedent. 
From the standpoint of equitable 
treatment, it is not sound that one value 
should be used for estate-tax purposes 
and an entirely different value for in-
come-tax purposes. Consistency of treat-
ment should be the paramount consid-
eration, and accordingly it is recom-
mended that the condition be rectified 
in the law, by prescribing that the basis 
of property devised shall be the value 
upon which the estate tax is computed. 
Where loss results in transaction between 
persons to whom losses are disallowed, 
basis of property should be transferor's 
basis: 
Section 24(b) of the 1938 act pro-
vides for the disallowance of losses 
from sales or exchanges of property be-
tween closely allied individuals, cor-
porations, and fiduciaries. It appears, 
however, that the basis of the property 
14 
Proposed Changes in the Federal Revenue Law 
to the purchaser is the price paid in the 
nonrecognized transaction. This offends 
the general theory of the effect of trans-
actions resulting in no recognized loss. 
Provision should be made in the law 
that in such cases the basis and time 
period of the capital assets in the hands 
of the vendor shall be continued in the 
hands of the vendee. 
Use of average method, particularly where 
identification is impossible: 
The general rule, as stated in article 
22(a)-8 of regulations 94, is that when 
shares of stock are sold from lots pur-
chased at different dates or at different 
prices and the identity of the lots can-
not be determined, the stock sold shall 
be charged against the earliest pur-
chases of such stock. In the case of 
split-ups, stock dividends, reorganiza-
tions, and other capital changes, espe-
cially where securities were acquired in 
many separate transactions over a 
period of time, the "first-in, first-out" 
rule has required complex record-keep-
ing and accounting. 
There seems to be no reason why 
matters cannot be simplified by requir-
ing the use of the "average" method 
where identification is not possible. The 
"average" rule is practicable, is pre-
ferred from an accounting standpoint, 
and has been approved by the board and 
courts in several decisions. 
Accordingly, it is recommended that 
the "average" method be approved 
under any circumstances, instead of the 
"first-in, first-out" method, and be 
required where the identity of lots can-
not be determined. 
Where redemption of stock is held in effect 
a taxable dividend, basis of stock to 
stockholders should be applied against 
(i) dividend or (2) other holdings in the 
corporation: 
Where stock is redeemed, and it is 
held under section 115(g) that the re-
demption is in effect the distribution 
of a taxable dividend, it should follow 
that the basis, if any, of the stock in the 
hands of the stockholders should either 
be deducted from the dividend or, more 
logically, be applied to the other hold-
ings of stock in the corporation. For 
example, if stock is bought for $1,000 
and a 100 per cent stock dividend is 
declared and subsequently the dividend 
stock is redeemed, the $1,000 base 
should continue in the original stock. 
Apportionment made at the time of the 
declaration of the stock dividend is 
obviously undone when a redemption is 
held to be a dividend. This restoration 
of original basis is not covered in the 
law at present, and there is considerable 
doubt as to just what the situation 
would be. The problem is altogether 
complicated when the stock issued as a 
dividend is acquired by a third party 
for cash and this purchase constitutes 
the sole holdings of the third party. 
When the redemption of such stock is 
held to be a dividend, the third party's 
stock basis evaporates. He should be 
permitted either to offset it against the 
dividend or to consider it as a loss. 
RECOGNITION OF GAIN OR LOSS 
Irremovable improvements by lessees 
should not be considered income to 
lessors: 
Under article 22(a)-13 of regulations 
94, and under the corresponding ar-
ticles of earlier regulations, irremovable 
improvements made by a lessee con-
stitute income to the lessor, income 
which may be reported in any of three 
optional ways. Whichever method is 
chosen by the lessor, the income must be 
reported during the period in which the 
lessor has no beneficial ownership of the 
improvements—the period of the lease. 
Although this provision has been in 
the regulations for a number of years, 
it was not until recently that the courts 
have passed upon its validity. On April 
8, 1935 the Circuit Court of Appeals 
for the Second Circuit disapproved the 
commissioner's determination that a 
lessor realized income from improve-
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ments made by a lessee (Hewitt Realty 
Co.). The majority opinion in that case 
held that only upon the disposition of 
such improvements would income arise. 
Since that date a number of court deci-
sions have been rendered which relate 
to this point, some of which approve the 
commission's regulation, while others 
hold it invalid. 
To tax as income buildings and other 
leasehold improvements which are 
neither reduced to possession nor capa-
ble, by the very provisions of the lease, 
of being converted into cash, places an 
unconscionable burden upon the lessor. 
The situation might well arise where 
the taxes on such unrealizable income 
would drive the lessor into insolvency; 
this is not an improbable flight of 
fancy, but a hard reality. 
In order to settle this point and avoid 
further needless litigation, and remove 
this threat to the financial stability of 
lessors, it is urged that the statute be 
amended to provide specifically that no 
income shall result to a lessor from 
improvements made by a lessee until 
such time as the improvements are 
disposed of by the lessor. 
Assumption of liabilities by transferee 
should not impair status of exchanges 
under section 112: 
The revenue act of 1924 contained 
the first elaborately drawn provisions 
regarding tax-free exchanges and reor-
ganizations. The historical background 
of these provisions, now embodied in 
section 112 of the 1938 act, shows that 
the primary purpose was to encourage 
business initiative and enterprise by 
deferring for income-tax purposes rec-
ognition of gains based on mere change 
in form, rather than on realization of 
cash. 
However, the decision of the United 
States Supreme Court in the Hendler 
case (58 S. Ct. 655) on March 28, 1938, 
has cast doubt upon the tax status of a 
wide variety of transactions which fall 
within the provisions of section 112. 
In the Hendler case, the court held that 
where in a certain reorganization one 
corporation assumed the debts of an-
other, this was the same as paying the 
transferor cash or property and made 
the reorganization taxable. The pos-
sible application of this decision to all 
section 112 transactions is now a matter 
of grave concern. 
It is obvious that, if every exchange 
or acquisition of assets involving the 
assumption of liabilities by the trans-
feree should fall outside the clauses for 
nonrecognition of gain or loss, the 
primary purpose of section 112 would 
be largely defeated. Where a going busi-
ness is transferred, it is almost impos-
sible to provide for the retention of the 
liabilities by the transferor. 
The committee realizes that the 
Hendler case covered a peculiar situa-
tion, involving the special assumption 
of certain debts, and that the decision 
probably does not cover the ordinary 
' 'taking over' ' of debts upon exchange or 
reorganization. The situation, however, 
is confused and calls for clarification. 
I t is recommended, therefore, that 
section 112(d) be amended by the addi-
tion of a paragraph to permit the bona 
fide assumption by a transferee of 
preexisting liabilities of a transferor, 
without impairing the tax-free status of 
an exchange or reorganization. 
Cancellation of indebtedness should not 
result in taxable income when debtor is 
insolvent: 
Under article 22(a)-14 of regulations 
94, the commissioner holds that income 
is realized by a taxpayer by virtue of 
the discharge of his indebtedness as a 
result of an adjudication in bankruptcy, 
or by virtue of a composition agreement 
among his creditors, if immediately 
thereafter the value of his assets exceeds 
the amount of the taxpayer's remaining 
liabilities. This rule has operated to 
discourage the rehabilitation of finan-
cially embarrassed and insolvent com-
panies, especially where restoration of 
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solvency involved substantial income-
tax liability. 
As far as it relates to companies in 
bankruptcy, this inequitable condition 
has recently been corrected under sec-
tion 268 of the bankruptcy law of 1938 
(the Chandler act). Section 268 pro-
vides that no taxable income is realized 
by a debtor, a trustee provided for in 
the reorganization plan, or by a cor-
poration used to effectuate the reor-
ganization plan, due to the modification 
or cancellation of all or any of the 
debtor's indebtedness in the proceeding. 
There is no logical reason why this 
provision should not be embodied in 
the revenue law and applied to all 
insolvent taxpayers, whether going 
under formal bankruptcy proceedings 
or reorganizing with the help of credi-
tors independently of the bankruptcy 
act. 
Accordingly, it is recommended that 
a provision be inserted in the revenue 
act to the effect that there shall not be 
included in gross income indebtedness 
cancelled, in whole or in part, as a 
result of an adjudication in bankruptcy, 
or by virtue of an agreement with one or 
all of the creditors, if immediately 
before cancellation the debtor's liabil-
ities exceed the value of his assets. 
In connection with the Chandler act, 
it should be pointed out that a discon-
certing inequity has appeared in section 
270 thereof, relating to the "bas is" of 
the debtor's property after cancellation 
of indebtedness under the act. Section 
270 provides in general that the basis 
of the debtor's property (other than 
money) shall be reduced by the amount 
of the indebtedness which has been 
cancelled or reduced in the proceeding. 
This provision is unduly broad and will 
serve to vitiate the mitigating effect of 
section 268 of the same act. 
Prior to enactment of the Chandler 
act, several forms of cancellation of 
indebtedness arising out of adjudica-
tion in bankruptcy would not have been 
taxable under the revenue act in any 
event. For instance, the conversion of 
indebtedness into stock or the cancella-
tion of indebtedness by a stockholder 
would not have resulted in taxable 
income to the debtor. To require reduc-
tion in basis in such cases where no 
reduction was required before is to 
sabotage the spirit of the Chandler act, 
which was designed not to penalize, but 
to relieve debt-ridden corporations. 
As section 270 of the act now reads, 
debt-ridden corporations, because of 
reduced bases for depreciation, will in 
a great many instances suffer greater 
hardships than under the prior law. In 
order that the relief purposes of the 
Chandler act may be effectively carried 
out, it is recommended that the follow-
ing qualifying clause be added to the 
first paragraph of section 270: "which 
cancellation or reduction but for the 
provisions of section 268 would have 
resulted in taxable income." The first 
paragraph of section 270 would then 
read as follows: 
"The basis of a debtor's property 
(other than money), or of property 
(other than money) transferred to any 
person required to use the debtor's basis 
in whole or in part, shall, for the pur-
poses of any federal or state law im-
posing a tax upon income, be decreased 
by an amount equal to the amount by 
which the debtor's indebtedness, not 
including accrued interest unpaid and 
not resulting in a tax benefit on any 
income-tax return, has been cancelled 
or reduced in a proceeding under this 
chapter, which cancellation or reduction 
but for the provisions of section 268 would 
have resulted in taxable income." 
BAD DEBTS AND WORTHLESS 
SECURITIES 
Worthless corporate obligations and stocks 
should be excluded from capital losses: 
Sections 23(g) and 23(k) of the rev-
enue act of 1938 established a revised 
treatment for uncollectible corporate 
obligations and worthless stocks, which 
the committee deems unsound. Inher-
ently, capital losses arise from sales and 
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exchanges which differ widely from 
losses occurring through worthlessness. 
The one lies within the control of the 
taxpayer: he may or may not sell or 
exchange, as he pleases. In the other 
case the result is involuntary and clearly 
beyond the control of the taxpayer. 
This difference justifies a distinction 
in the effect upon taxable income. 
The result of the committee's ques-
tionnaire discloses a preponderance of 
opinion among accountants in favor of 
maintaining the distinction between 
the two types of losses. Accordingly, we 
urge the restoration of the sound treat-
ment previously accorded such losses. 
Mortgagee's loss should be considered bad 
debt: 
Where a mortgage is foreclosed and 
the creditor bids in the property at a 
price below the face amount of the mort-
gage, the difference, if uncollectible, 
may be written off as a bad debt. How-
ever, in connection with the voluntary 
surrender of property in lieu of fore-
closure, the commissioner has ruled 
(in I.T, 3121, 1937, XVI-40-8952): 
'' Where a debt secured by a mortgage 
is compromised by the debtor transferring 
title to the mortgaged property to the 
creditor in exchange for a release of the 
debtor from his obligation to the credi-
tor, the loss, if any, sustained by the 
creditor is to be treated as arising 
from a sale or exchange of a capital 
asset. . . ." 
In this ruling, the commissioner has 
seized upon a mere difference in form 
between foreclosure proceedings and the 
voluntary surrender of property in 
payment of a debt. Both transactions 
are the same in substance and, viewed 
from a practical angle, it is immaterial 
whether the property is forcibly taken 
in payment of a debt or voluntarily 
given. No "sale or exchange" occurs in 
either instance. In both cases the rela-
tionship between mortgagor and mort-
gagee is that of debtor and creditor, 
not of vendor and vendee, and since in 
the one case the creditor is permitted a 
bad-debt loss, there is no reason why 
the same privilege should be denied in 
the other. To exalt form above sub-
stance in this instance is to penalize 
severely creditors who seek to avoid the 
expense of foreclosure action by arrang-
ing with cooperative debtors the vol-
untary surrender of the mortgaged 
property. This injustice should be 
remedied. 
Omit the requirement that debts ascer-
tained to be worthless must be charged 
off within the taxable year, and expand 
section 820 to cover outlawed bad-debt 
deductions: 
As the law now stands, bad debts to 
be deductible must not only be ascer-
tained to be worthless during the taxable 
year, but must also be written off dur-
ing the year. Worthlessness is a question 
of fact. It may be clear in some instances 
exactly when a debt becomes worthless, 
but in a majority of cases the exact 
point of time when worthlessness occurs 
is far from certain. 
Conservative accounting practice very 
often requires the charge-off of doubtful 
accounts before they may actually be-
come worthless for tax purposes, and 
under such circumstances it is question-
able whether under the law the debt 
so charged off is ever deductible, as the 
required conditions—charge-off and as-
certainment of worthlessness—have not 
both occurred in the same year. More-
over, it is alleged repeatedly that the 
department regards bad-debt deduc-
tions from a prejudiced standpoint, 
and invariably determines that the 
debt became worthless in some year 
other than the taxable year—usually a 
year barred by the statute of limita-
tions, a year in which the taxpayer had 
no income, a year in which the taxpayer 
was in a lower tax bracket, or a year in 
which the taxpayer could not comply 
with the write-off requirement. Under 
such circumstances, the taxpayer never 
will get the benefit of the deduction. 
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To remedy this situation, section 
23(k) should be revised to omit the 
rigid requirement that debts must have 
been charged off in the year ultimately 
determined to be the year of loss in 
order to constitute an allowable deduc-
tion. In addition, section 820 should be 
expanded to cover situations arising 
out of the denial of bad-debt deductions 
on the ground that worthlessness oc-
cured in an outlawed year. 
Administration of worthless-stock provi-
sion should be liberalized: 
The administration of section 23(g) 
of the law, regarding losses from worth-
less stocks, has been very unsatisfac-
tory. As in the case of uncollectible 
debts, discussed immediately above, it 
is alleged that the department invari-
ably determines that the stock became 
worthless in some year other than the 
taxable year. If the year of final deter-
mination is outlawed by the statute of 
limitations, the taxpayer loses the 
deduction entirely, as this situation is 
not covered by section 820. From the 
standpoint of equity, relief should be 
granted taxpayers who make their 
determinations of worthlessness in a 
reasonable manner. 
One method to accomplish this would 
be to expand the time within which a 
worthless stock loss may be claimed to 
a spread of five years which would in-
clude the two years before, the two years 
after, and the year of occurrence of the 
event which clearly establishes worth-
lessness. 
Another solution is to broaden the 
scope of section 820 to permit a "cor-
rective adjustment" in the case of 
worthless-stock deductions disallowed 
in the current year and "determined" 
as belonging in a year now outlawed. 
Treasury Department should publish the 
year in which securities are held worth-
less: 
To facilitate matters for taxpayers, 
and to reduce controversy to a mini-
mum, as soon as a conclusion regarding 
any security is reached by the securi-
ties-valuation section of the depart-
ment, a statement of the year in which 
it is deductible should be published in 
the Internal Revenue Bulletin service. 
Also, it would be helpful if a special 
bulletin were published by the Treas-
ury Department indicating the year in 
which securities, previously ruled to 
be worthless, were held deductible. 
ESTATE AND G I F T TAXES 
The law with respect to the valuation of 
large blocks of stock should be clarified: 
In discussing the valuation of stocks 
and bonds, article 10, regulations 80, 
estate tax, and article 19, regulations 
79, gift tax, both state that the size of 
holdings of any security is not a rele-
vant factor and that in determining 
value only the fair market value of each 
share of stock or of each bond is to be 
considered. 
However, the Board of Tax Appeals 
and the federal courts have repeatedly 
ignored the regulations and have held 
that prices at which small blocks of 
stock are sold, are not indicative of the 
value of a large block of securities. The 
board and court decisions recognize 
that stock-exchange quotations are not 
conclusive of value and that weight 
must be given to all of the pertinent 
facts and circumstances. 
The committee recommends that this 
conflict between the regulations, on the 
one hand, and the board and courts, on 
the other, be resolved by a direct pro-
nouncement on this point in the law, 
giving statutory recognition to the 
"blockage rule" for income-tax, estate-
tax and gift-tax valuations. 
Charitable pledges should be deducted 
from the gross estate: 
In connection with claims against an 
estate, article 36 of estate-tax regula-
tions 80 provides that, if the claim is 
founded upon a promise or agreement, 
the deduction therefor is limited to the 
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extent: that the liability was contracted 
in good faith and for an adequate and 
full consideration in money or money's 
worth. On the basis of this interpre-
tation, the commissioner has disallowed 
for estate-tax purposes deductions of 
subscriptions or pledges made by de-
cedents to charitable organizations, on 
the grounds that such pledges are usu-
ally made without full consideration. 
In some cases the commissioner has 
been upheld by the board and courts, 
and in other cases he has been overruled. 
Such charitable pledges or subscrip-
tions are uniformly sustained by the 
courts as valid, legal claims against the 
decedent's estate, and there appears to 
be no reason why they should not be 
allowed for estate-tax purposes in the 
same way that other debts of the de-
cedent are permitted to be deducted. 
The law should be revised to provide 
that unpaid pledges or subscriptions to 
religious, educational, or charitable in-
stitutions, allowed as valid claims against 
the estate by a court of competent juris-
diction, may be deducted from the 
gross estate of a decedent. 
Gift tax paid on property subjected to 
estate tax should be allowed as credit for 
gift tax at the highest rates paid: 
Where property on which a gift tax 
has been paid is held subject to estate 
tax, credit is presently permitted on a 
base equivalent to the average gift-tax 
rate paid in the year of the original 
transfer by gift. This results in a denial 
of the full gift-tax adjustment actually 
applicable. The following illustration 
will serve to bring out, simply, the 
principle involved: A gift is made of 
properties A and B. If it be held that 
property A is subject to the estate tax 
as part of the transferor's estate, then 
it is clear that the only gift tax that the 
transferor should have paid in the first 
instance is with respect to item B. The 
difference between the total gift tax 
paid and the tax that would apply if 
the gift of item B were the sole gift is the 
excess gift tax resulting from the inclu-
sion of item A as a gift when it is really 
part of the transferor's estate and not a 
gift in the tax sense. 
Under the law as it now stands, the 
credit, instead of being computed in 
this manner, is based on the average 
gift-tax rate paid with respect to such 
gifts as were made in the year when item 
A was transferred. In other words, if 
property held to be subject to estate 
tax is transferred in a year before other 
gifts are made, then credit is deemed to 
come out of the lower brackets. If the 
situation is reversed, the credit is re-
garded as coming out of the higher 
brackets. Such shifting basis and amount 
of the credit for the same item of prop-
erty with respect to the same taxpayer 
is insupportable. 
The principle recommended by the 
committee would result in the same 
amount of credit, regardless of the time 
of the gift, and would allocate the 
credit out of the highest rate brackets— 
which is in accordance with the realities 
of the additional gift-tax payments 
caused by the gifted property held 
subject to estate tax. 
The provisions of the estate-tax law as 
now contained in the several acts 
should be consolidated: 
The basic law pertaining to estate 
tax, is contained in the revenue act of 
1926. Numerous amendments to the 
basic law are set forth in the revenue 
acts of 1928, 1932, 1934, 1935, 1936, and 
1938. Accordingly, the complete effect 
of the estate-tax law can only be deter-
mined by reference to all of the fore-
going acts. Matters would be greatly 
simplified if the present basic estate-tax 
law and the amendatory acts were con-
solidated in a new act. 
Where payment of principal is deferred, 
only commuted amount of insurance 
receivable should be included in gross 
estate of decedent: 
The law provides that proceeds of life 
insurance payable to beneficiaries other 
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than the decedent's estate shall be in-
cluded in the gross estate, for estate-
tax purposes, to the extent receivable 
by the beneficiaries in excess of $40,000 
where the incidence of ownership was 
vested in the decedent at his death. 
Prior to the decision of the Board of 
Tax Appeals in the Willis case, the 
commissioner had ruled, in cases where 
the payment of the face amount of the 
policy was deferred, that the "amount 
receivable by the beneficiary" should 
be included in the gross estate only at 
the commuted value. 
In the Willis case, the principal was 
withheld from the primary or living 
beneficiaries, they only to receive inter-
est on the same during their lives, and 
at their death the principal to be dis-
tributed to the contingent beneficiaries. 
It was contended by the petitioners in 
the case that the principal sum should 
be commuted and that there should be 
included in the gross estate only the 
present worth of the reversion of the 
principal discounted over the lives of 
the living beneficiaries. The board held 
to the contrary and ruled that the face 
value of the policies in excess of $40,000 
was part of the gross estate. The board 
stated that the face amount of the poli-
cies was part of the gross estate because 
the incidence of ownership still re-
mained vested in the decedent at his 
death. Such reasoning does not support 
its decision, because if the incidence of 
ownership had not been vested in the 
decedent at his death the policies would 
not have been taxable in any event. 
In a subsequent case (estate of Archi-
bald M. Chisholm) the board held that 
only the commuted values in excess of 
$40,000 were part of the gross estate. 
In that case, the policies provided for 
the payment of the principal, together 
with interest thereon, in monthly instal-
ments, to the living or primary benefi-
ciaries. The board held that the present 
worth of the annuities as provided by 
the various policies was the "amount 
receivable by the beneficiaries." 
There is a conflict between these two 
decisions. The latter is in agreement 
with the policy followed by the com-
missioner prior to the Willis case. It 
seems that the Willis case is a stronger 
one from the standpoint of the tax-
payer than is the Chisholm case, be-
cause in the Willis case all of the prin-
cipal was withheld from the primary 
beneficiaries. In the Chisholm case the 
primary beneficiaries received a part 
of the principal in the payment of 
the annuities. Certainly, it cannot 
be said that there was available to the 
beneficiaries at the death of the de-
cedent the entire face value of the 
policies. 
To illustrate the point, suppose that 
a person dies leaving no personal estate 
except insurance payable to others than 
his estate, and the policies provide that 
the principal sum is to be withheld 
from the primary beneficiaries, they 
only to receive interest thereon during 
their lives and upon their death the 
principal to be distributed to contin-
gent beneficiaries. The inclusion of the 
face value of the policies in the deced-
ent's estate to the extent that the sum 
exceeds $40,000 might create a situation 
where the estate tax could not; be paid 
because neither the estate nor the bene-
ficiaries would have sufficient funds 
with which to make payment of the tax. 
In such a case it certainly cannot be 
said that the principal sum of the poli-
cies is "receivable by the benefici-
aries" in as much as the contingent 
beneficiaries would not receive the 
principal sum until after the death of 
the primary beneficiaries. The insur-
ance is, therefore, not worth its face 
value at the decedent's death, because 
it is not available. 
Accordingly, the law should be clari-
fied so that only the commuted values 
of insurance, based on the present value 
of the reversion of the principal, shall 
be included in the gross estate as 
"amount receivable by the benefici-
aries" in such cases. 
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MISCELLANEOUS 
Section 803 concerning foreign corpora-
tions should be repealed: 
The provisions of this section impose 
an unreasonable and repugnant burden 
upon professional accountants, under-
mining the confidential relationship be-
tween accountant and client. The inter-
ests of all will be served best by fostering 
a forthright relationship between the 
accountant and his client in determin-
ing sound and ethical procedure. 
The provisions also inject an insidi-
ous and inconsistent form of espionage 
into the administration of the law 
which is particularly repulsive to an 
honorable profession. 
Section 803 calls for comprehensive 
returns of information by accountants 
in connection with the formation, or-
ganization, or reorganization of foreign 
corporations. The language of the law 
itself is ambiguous, and the regulations 
thereunder imply an extension of the 
requirements to include information 
concerning proposed transactions in ad-
dition to consummated incorporations 
or reorganizations. The hypothetical 
questions provided in the regulations 
and in the related form 959 call upon 
accountants to interpret the intent of 
clients. Furthermore, where does mere 
conversation end and advice and counsel 
begin? 
The obvious and simple manner in 
which the desired information should 
be obtained is by means of questions on 
the regular tax-return forms, with 
reference to such matters as would be 
disclosed by the information returns 
now required to be filed by accountants 
pursuant to the provisions of section 
803, augmented, if need be, by special 
information returns by the officers, 
directors, and stockholders directly con-
cerned in such matters. The government 
should not resort to reports of indirect 
informants. 
Immediately upon the introduction 
of this provision in the revenue bill of 
1937, the committee registered its objec-
tions. We again strongly urge the re-
peal of section 803. 
The time for filing federal income-tax 
returns should be fixed at the fifteenth 
day of the fourth month following the 
close of the taxable year: 
Under section 53 of the revenue act 
of 1938, income-tax returns are re-
quired to be filed, as heretofore, within 
two and one-half months following the 
close of the taxable year. The commis-
sioner is empowered, by the same sec-
tion, to grant reasonable extensions of 
time. 
Experience has shown that many 
taxpayers, especially corporations, can-
not gather the necessary data for the 
preparation of returns within the time 
specified by law. Audits of taxpayers' 
accounts are not completed generally 
until one or two months after the end of 
the year, and until then the work of 
collecting tax data cannot be started 
effectively. Moreover, the technical 
complexities of our present income-tax 
structure make it imperative for most 
taxpayers to give extended considera-
tion to tax problems and to secure pro-
fessional aid in their solution. As a 
result, it is rarely possible for returns to 
be prepared by the due date and in 
many cases it is necessary to obtain 
extensions of either one or two months. 
This is a source of expense, inconven-
ience, and uncertainty to both tax-
payers and the Treasury Department. 
This difficulty may be removed by 
amending section 53(a) (1) to read as 
follows: 
" (1) General Rule—Returns made on 
the basis of the calendar year shall be 
made on or before the 15th day of April 
following the close of the calendar year. 
Returns made on the basis of a fiscal 
year shall be made on or before the 15th 
day of the fourth month following the 
close of the fiscal year." 
In respect of instalment payments, 
section 56 could at the same time be 
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amended to provide for the payment of 
one-quarter of the total tax on or before 
the fifteenth day of the fourth month 
following the close of the taxable year 
and one-fourth on the fifteenth day of 
the sixth, ninth, and twelfth months. 
This would not lessen the Government's 
revenue in any fiscal year, and at the 
same time it would not be inequitable to 
taxpayers. 
It is strongly urged that the changes 
recommended herein be incorporated 
in the tax law, in order that one unnec-
essary source of friction between the 
Treasury Department, taxpayers, and 
tax practitioners be removed. 
Corporations should be permitted to pre-
pare returns for periods of 52 or 53 
weeks: 
Under a literal interpretation of the 
income-tax law, corporations main-
taining their books on a weekly basis 
and preparing their annual financial 
statements as at the close of the week 
nearest the end of some month other 
than December, would not be permitted 
to file returns on the basis of a fiscal 
year, but would be required to file 
calendar-year returns. In practice, how-
ever, such corporations are often per-
mitted to use a fiscal-year basis, but are 
required to adjust their income for the 
difference in days between their fiscal 
year and the month end. 
In order to obviate the possibility 
that these corporations might some day 
be required to file calendar-year re-
turns, and to simplify the preparation 
of their returns, permission should be 
granted to file returns for the same fiscal 
periods as in the case of annual state-
ments, viz., fiscal periods of 52 or 53 
weeks. 
Expenses incurred in the production of 
taxable income should be allowed as 
deductions, even though such income 
does not arise from a trade or business: 
Section 23(a) (1) of the present law, 
like the corresponding section of prior 
laws, provides for the deduction of all 
ordinary and necessary expenses in-
curred during the taxable year in carry-
ing on any trade or business. This pro-
vision should cover the deduction of 
expenses paid or incurred in the pro-
duction of taxable income, even though 
such income does not arise from the 
taxpayer's trade or business. In some 
instances, the commissioner has dis-
allowed expenses of this character by 
placing an unduly narrow interpreta-
tion on this section of the law. The 
failure to allow such expenses as deduc-
tions is contrary to sound accounting 
concepts and the reasonable intent of 
the law, and results, in many cases, in 
the taxation of gross, instead of net, 
income. 
Your attention is directed to the fact 
that this recommendation had the sup-
port of the subcommittee on taxation 
of the House ways and means commit-
tee, as set forth under the caption of 
"Other income tax and administrative 
changes," in the proposed revisions sub-
mitted by that committee under date 
of January 14, 1938. 
Accordingly, it is recommended that 
section 23(a) (1) be amplified to permit 
the deduction of all ordinary and neces-
sary expenses paid or incurred during 
the taxable year in the production of 
taxable income. 
Corporate deduction for contributions 
should be broadened: 
Section 23(a) (2) of the revenue act of 
1938 introduced a new limitation on the 
deduction of contributions by corpora-
tions. This subsection provides that no 
contributions in excess of the five per cent 
allowable under section 23(q), shall be 
deductible by a corporation as "or-
dinary and necessary business ex-
penses." 
The report of the House ways and 
means committee on the 1938 bill makes 
it clear that it was not the intent to 
limit the deduction of payments made 
to charitable organizations, where the 
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payments made are not purely contribu-
tions or gifts. An example is given 
therein of a mining company making 
payment to a local hospital in considera-
tion of the hospital's assuming an obli-
gation to provide services for employees 
of the company. Such payments would 
be deductible, the report indicates, as 
they are not contributions. 
Generally speaking, however, the dis-
tinction between payments made to an 
exempt organization for a valuable 
consideration and those made without 
such consideration, cannot be sharply 
drawn in the case of a corporation. 
Payments made to charitable organiza-
tions by business corporations generally 
involve a quid pro quo, even though the 
transaction is more complex than the 
simple example cited by the House 
committee. Viewed realistically, con-
tributions made by corporations, with 
very few exceptions, have a promotional 
motive, and are, therefore, ordinary 
and necessary expenses of the business, 
which should be allowed in full. 
Section 23(a) (2) is unfair to business 
corporations and to charitable organiza-
tions; it is also contrary to public 
interest and benefit. Increasing litiga-
tion and conflicts between the Treasury 
Department and taxpayers will prob-
ably result from this subsection, as the 
question of whether a payment has a 
"valuable consideration" is extremely 
difficult to determine. 
For these reasons it is recommended 
that section 23(a) (2) be repealed. 
Credit for foreign income taxes should be 
revised: 
The Supreme Court decision of 
January 10, 1938 in the Biddle case, to 
the effect that the British tax on divi-
dends of British companies is not paid 
by the stockholder, although deducted 
from the dividend, is likely to dis-
courage investment in foreign securities 
affected by the decision. As a certain 
amount of foreign investment is desir-
able, we recommend that the revenue 
act be amended to include a declaration 
that such income taxes as the British, 
withheld from dividends at the source, 
should be deemed to be paid by the 
stockholder and should be allowable 
as a credit under section 131(a). 
In order that the limitation on foreign 
tax credits be restored to an equitable 
proportion, the amendment inserted by 
the Senate in section 131(b) of the 1938 
bill, but eliminated in conference, should 
be enacted. This amendment provided 
that in determining the proportion of a 
taxpayer's income from foreign sources, 
the taxpayer's entire net income (to be 
used as the denominator of the fraction) 
should be reduced by the amount of 
credit for dividends received from 
domestic companies. 
Definitions relative to transfers of securi-
ties to and from nominees should be 
clarified: 
Section 711 of the 1938 act as passed 
by the Senate exempted from stamp 
taxes transfers of securities from the 
owner to a nominee or custodian pro-
vided the securities continue to be held 
by such custodian or nominee for 
the same purpose for which they would 
be held if retained by such owner. 
Because of the inconvenience of trans-
ferring securities held in the name of 
corporations, this provision would be of 
substantial benefit to many corpora-
tions, without material loss in revenue. 
The 1938 act as finally passed re-
stricted the exemption to transfers 
from the owner to a "custodian" as 
distinguished from a "nominee." There 
has been considerable uncertainty as to 
the precise meaning of the term "custo-
dian," and litigation would doubtless 
be necessary to establish its significance. 
It has even been suggested that the 
term may have a different meaning in 
different states. The meaning of the 
term "nominee," on the other hand, is 
fairly clear, and it is suggested accord-
ingly that transfers from an owner to a 
nominee be specifically exempted. 
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Section 820, dealing with mitigation of 
effect of limitations, should be revised: 
Although the replies to the ques-
tionnaire indicate a preponderance of 
opinion in favor of striking section 820 
from the law until it can be redrafted, 
the committee believes it to be the con-
sensus that the basic intent of the 
provision should be made effective, but 
that the section is unsatisfactory in its 
present form. 
The section is a highly technical pro-
vision of law intended to remedy a 
hardship either on the taxpayer or on 
the Government which results from the 
operation of the statute of limitations 
where inconsistent treatment has been 
accorded an item in different taxable 
years. It should be broadened in some 
respects, narrowed in others, and in 
any event clarified. 
The section fails of its purpose if it 
begets new inconsistencies or accen-
tuates old ones. Yet that seems to be the 
result of the section as now drafted, by 
reason of the omission to authorize 
adjustments in one of the most flagrant 
and disturbing types of inconsistencies, 
namely, the double disallowance of 
deductions. 
Furthermore, in delimiting the gen-
eral scope of the section to cases covered 
by closing agreements, refund claims, or 
judicial determinations, there are ex-
cluded automatically a very large por-
tion of all returns filed. In most cases, 
there is no closing agreement, refund 
claim, or judicial contest. The tax 
liability is closed either by the accept-
ance of the return or the voluntary 
acknowledgment of additional tax or 
refund and, ultimately, by the running 
of the statute of limitations. Yet, if 
there be double inclusion or exclusion of 
income or other inconsistency, there is 
no less occasion for adjustment than in 
cases falling within the limited scope 
prescribed by the statute. 
The inevitable effect of the present 
requirements is to force cases to the 
board or to the courts when incon-
sistencies are involved. This will con-
tinue to engender strife unnecessarily. 
Moreover, it endangers the whole fabric 
of case settlements, especially in lump-
sum amounts, for such settlements are 
unwise and erect dangerous precedents 
to the extent that they dispose of items 
in a manner inconsistent with other 
years. 
Finally, section 820 induces adjust-
ment in the liability of one taxpayer for 
inconsistencies of a related taxpayer. 
The occasion for this in certain situa-
tions is recognized, but surely the 
repercussion should expressly be con-
fined (except in the husband-and-wife 
status) solely to transactions growing 
out of the relationship, and possible 
only by reason of the existence of the 
relationship. The interpretation of sec-
tion 820 recently promulgated by the 
Treasury Department recognizes no 
such limitation. 
Respectfully submitted, 
AMERICAN INSTITUTE OF ACCOUNTANTS 
COMMITTEE ON FEDERAL TAXATION 
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Supplementary Memorandum Dealing with 
Last-In, First-Out Inventory Method 
1. Is the last-in, first-out method recom-
mended for all industries? 
The regulations promulgated by the 
Bureau of Internal Revenue under the 
various revenue acts for many years 
have recognized that no one inventory 
method is applicable to all industries. 
The last-in, first-out method is no ex-
ception. The regulations have also rec-
ognized that there are certain tests by 
which the applicability of any particu-
lar inventory method may be judged. 
The retail method of inventory is obvi-
ously inapplicable in the manufacture of 
machine tools and the identification of 
specific goods with specific invoices is 
equally inapplicable in the manufac-
ture and sale, say, of food products. 
Each group of trades or industries has 
its special problems, and it is generally 
recognized that, with the increasing re-
finements and complexity of industrial 
and marketing methods and processes, 
the need for inventory methods as well 
adapted as possible to the particular 
situation has become more and more 
evident. 
The operating conditions and neces-
sities of certain important industries 
make it imperative to use an inventory 
method differing in certain important 
respects from the first-in, first-out or 
any other method now permitted under 
the regulations of the Treasury Depart-
ment. The last-in, first-out method is 
used to meet these conditions and is 
considered to be good accounting prac-
tice in those industries. The last-in, 
first-out or similar inventory methods 
would appear to be appropriate when: 
1. The inventory is of relatively greater 
importance than in other industries 
as evidenced by the large ratio to 
other assets and by the fact that it 
consists of basic or homogeneous 
goods which form a substantial part 
of the cost of the products sold. 
2. Inventory turnover is slow either be-
cause of length of process or condi-
tions of merchandising. 
3. Raw material prices and finished 
goods prices tend to run parallel. 
4. The cost of raw material is such an 
important factor in the conduct of 
the business that fluctuations in raw-
material prices cannot be absorbed 
in the ordinary operations of busi-
ness, making it necessary so far as 
possible to match purchases and 
sales (or sales and purchases) in a 
manner similar to that in which 
hedging operations in an available 
futures market may be used. 
Among the important industries in 
which these conditions exist are produc-
ers and processors of nonferrous metals, 
leather, and petroleum. Other indus-
tries may present the same conditions. 
For instance, some branches of the tex-
tile industry and the meat-packing in-
dustry have found the method adapted 
to their needs. 
2. Should discretionary power be lodged 
with the commissioner? 
Section 22(d) originated as Senate 
amendment numbered 10, which reads 
as follows: 
"The cost of goods sold during any 
taxable year beginning after December 
31, 1938, may be computed upon the 
last-in, first-out basis if such basis con-
forms as nearly as may be to the best 
accounting practice in the trade or 
business and is regularly employed in 
keeping the books or records of the tax-
payer; and the change to such basis 
shall be made for any year in accord-
ance with such regulations as the com-
missioner, with the approval of the 
secretary, may prescribe as necessary to 
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prevent the avoidance of tax. Any tax-
payer who, for any taxable year, is per-
mitted under the preceding sentence to 
change to such basis shall be considered 
to have made an irrevocable election 
with respect to such year and future 
taxable years and shall not be permitted 
to change from such basis in any subse-
quent taxable year." 
This language was considered satis-
factory by representatives of various 
industries to which the last-in, first-out 
method should apply. It was thought 
by them to give the Commissioner of 
Internal Revenue sufficient discretion 
to permit its use by such industries and 
at the same time prevent abuse or un-
due extension of the method. As finally 
enacted, however, section 22(d) specifi-
cally enumerated certain industries 
which could elect to employ the method. 
The mention of specific industries to 
which the last-in, first-out method 
would apply is not in itself undesirable 
and might be of value both to the com-
missioner and the taxpayer. 
It will simplify administration of the 
section in respect of industries in which 
the applicability of the last-in, first-out 
method is already well established. 
In order to avoid possible discrimina-
tion, however, there should be added to 
the section a provision giving the com-
missioner the discretion to permit ap-
plication of the last-in, first-out method 
to taxpayers in other industries where 
the commissioner's investigation of the 
pertinent circumstances would satisfy 
him of its propriety. If the industries 
enumerated are considered merely as 
types or examples, the free exercise of 
the commissioner's discretion will not 
be limited. 
In addition to the foregoing, section 
22(d) should be corrected and improved 
in several respects: 
(a) The restriction in the case of the 
nonferrous metal industries confining 
the use of the last-in, first-out method to 
raw materials not yet included in goods 
in process or finished goods (section 22 
(d) (2) (B) ) makes the section virtually 
inoperative as to such industries. No 
similar restriction appears in the case of 
the tanning industry, and it is our im-
pression of the history of the legislation 
that no such restriction was intended in 
the case of the nonferrous metal indus-
tries. There is no accounting authority 
for the difference in treatment. Accord-
ingly, the restriction should be removed. 
Section 22(d) (2) (C) and section 22 
(d) (3) both have, as a condition to the 
use of the last-in, first-out method, a re-
quirement that goods shall be "so in-
termingled that they can not be identi-
fied with specific invoices." This might 
be construed to prevent the use of the 
last-in, first-out method in a case where, 
although all other conditions were met, 
identification was physically possible, 
though impracticable or contrary to the 
custom of the trade or business. It is 
submitted that such a requirement is 
without theoretical justification and is 
unwarranted by principles of sound ac-
counting. The regulations have for 
many years contained a general provi-
sion (see article 22(c) 2 of regulations 
94 and corresponding articles of other 
regulations) recognizing book inven-
tories where kept in accordance with a 
sound accounting system. No valid 
reason appears why book inventories 
should not be recognized to the same 
extent in conjunction with the last-in, 
first-out method. The statute should be 
revised to modify the requirement as to 
identification. 
(b) The enumeration of specific prod-
ucts to which the last-in, first-out 
method should apply, in addition to the 
specification of particular industries, 
seems unnecessary. The products of a 
brass mill are from one point of view 
simple and easily defined; from another 
point of view they are quite complex 
and varied. Looked at simply, they con-
sist of copper, zinc, nickel, and a few 
other metals in relatively small propor-
tions used as alloys (except copper, 
which is for some purposes fabricated 
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without alloy) and converted into some 
form which is generally the basis for 
further and final manufacturing opera-
tions. The number and type of alloys 
are comparatively small and the basic 
forms from which the various products 
are produced (billets, bars, cathodes, 
ingots, and scrap) are few in number. 
The products themselves, however, 
while essentially similar, vary consider-
ably and include, in addition to the 
products enumerated in section 22(d), 
wire and cable, rough forgings, die cast-
ings, and in some cases special shapes or 
ingots of particular alloys for reworking 
by another manufacturer. It would be 
most difficult to prepare an entirely 
comprehensive list of copper and brass-
mill products, and here again difficult 
and what seem to be entirely unneces-
sary questions of definition would be 
raised. Under the enumeration of prod-
ucts as it stands in section 22(d), there 
would be several departments in every 
brass mill which are considered in the 
trade to be just as integral a part of mill 
operations as, say, a sheet mill or tube 
mill, which would be excluded from the 
operation of last-in, first-out. It is hardly 
possible that there was any such inten-
tion on the part of those who drafted 
this legislation, but an attempt to ap-
ply the language of the section as it 
stands could have no other result. We 
think the enumeration of specific prod-
ucts is entirely unnecessary and can 
only result in administrative confusion. 
(c) The petroleum industry clearly 
meets the tests calling for the applica-
tion of the last-in, first-out method. The 
American Petroleum Institute has for 
many years recommended the use of the 
method to its members, and it is widely 
employed in the industry for corporate 
purposes. This industry should be in-
cluded if any are to be specifically 
named in the statute. 
(d) The restriction as to "principal 
business" should be removed. If one 
branch of a taxpayer's business meets 
the conditions calling for application of 
the last-in, first-out method, there ap-
pears to be no logic in disqualifying its 
use in that branch simply because it is 
not the principal business of the tax-
payer. If, for example, a taxpayer oper-
ates a brass mill and a department 
which produces finished products for 
consumption, say, screws, rivets, pins, 
or the like, it would be quite inequitable 
to prohibit the use of the last-in, first-
out method to the brass-mill operations 
of this company and to allow it to an-
other brass mill which sells its products 
to another corporation which is en-
gaged in the manufacture of products 
for ultimate consumption. 
It is not unusual for two or more 
methods of arriving at inventory val-
ues to be used by the same taxpayer. A 
taxpayer manufacturing machine tools 
might, for example, use actual identifi-
cation for its finished goods, first-in, 
first-out at the lower of cost or market 
for its materials, first-in, first-out at cost 
for its supplies, and it might use the re-
tail method for a cooperative mercantile 
department run for the benefit of em-
ployees. No one, we think, would ques-
tion the propriety of applying different 
methods to the different situations aris-
ing in the operations of a taxpayer, and 
it should be noted that all three meth-
ods mentioned above are specifically 
permitted by the regulations of the 
commissioner. 
It is believed that this restriction 
produces unnecessary discrimination 
and administrative difficulties and, 
therefore, should be eliminated. 
3. What standards should the commis-
sioner apply? 
This point is already covered under 1 
above and will not be repeated. 
4. What data are there that the pres-
ent method works badly and that 
the new method would work 
better? 
One of the principal difficulties with 
an income tax as a means of producing 
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revenue is the fluctuation in the annual 
collections therefrom. Any method 
which tends to minimize this fluctua-
tion without affecting materially over a 
period the amount of tax collected 
would appear to be desirable. It does 
not require any extended statistical re-
search or any elaborate compilation of 
figures to show that the last-in, first-out 
method, which confines income to the 
actual operations of a period and which 
eliminates arbitrary profits and losses, 
will produce a steadier stream of in-
come and, therefore, a steadier flow of 
taxes than the first-in, first-out method 
which exaggerates both earnings and 
losses. Over even a comparatively 
short period of years, there should 
be no appreciable difference in the 
total revenue, and the difference be-
comes negligible as the period becomes 
longer. 
The last-in, first-out method is advo-
cated not with a view to avoiding taxes, 
but as a more appropriate rule of con-
venience than first-in, first-out for de-
termining cost of goods sold in certain 
industries. Its value to the taxpayer 
lies in bringing taxable income in 
line with economic income; its value 
to the Treasury lies in producing a 
steadier and more predictable flow of 
revenue. 
Several responsible and well informed 
writers have given as their opinion that 
one of the principal causes of the un-
healthy business conditions in 1929 and 
the years immediately preceding was 
the calculation of profits based on in-
ventory gains which, in turn, induced 
managements to pay excessive divi-
dends, salaries, and bonuses or to ex-
pand their productive facilities unduly. 
The payment of income taxes on these 
unrealized profits was a further un-
settling factor, having the same effect 
on the corporations as the payment of 
excessive dividends. (See June, 1938, 
issue of Harvard Law Review, page 
1,430.) These difficulties are aggravated 
by increased tax rates. 
5. What would be the revenue effect? 
We understand that certain data pre-
pared by the American Mining Con-
gress were submitted to the Senate 
committee on finance and to the United 
States Treasury Department which 
showed on a statistical basis that the 
effect on revenues collected under the 
last-in, first-out method, as compared to 
first-in, first-out, was quite small when 
calculated over a number of years. They 
accord closely with the results which 
might reasonably be expected, that is, 
that there were considerable differences 
in revenue from year to year, but over a 
period income was substantially the 
same. It is probable that thoroughly 
exact and reliable figures on the revenue 
effect of the substitution of the last-in, 
first-out for the first-in, first-out method 
in its total effect on revenue could only 
be obtained from compilations of fig-
ures available to the Treasury De-
partment itself. However, the experi-
ence of individual accountants with 
individual clients tends to bear out 
the general conclusion that there is 
no important difference in income under 
either method over a fairly extended 
period. 
6. What is good accounting practice and 
what do accountants think on the 
subject? 
The weight of accounting authority 
sanctions the use of the last-in, first-out 
method in the industries to which it is 
appropriate. It is the consensus of opin-
ion that in these industries it fairly re-
flects income. This is amply evidenced 
by the data submitted at the hearings 
before the Senate committee on finance 
in connection with the revenue bill of 
1938. I t is further evidenced by the fact 
that the method is widely used in these 
industries in keeping the corporate 
books and records, in preparing income 
and financial statements to stockhold-
ers, in reports to the New York Stock 
Exchange and the Securities and Ex-
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change Commission, and for all other 
corporate purposes. 
Even before the enactment of section 
22(d), the Treasury Department recog-
nized the application of the last-in, first-
out method for silver-tax purposes. I t 
has in effect recognized it for income-
tax purposes in certain industries, such 
as cotton spinning and flour milling, by 
its treatment of hedging operations. 
Various industrial codes under the pre-
viously existing National Recovery 
Administration likewise recognized the 
propriety of charging reproductive costs 
against sales in the determination of 
profits. Section 22(d), if revised along 
the lines suggested above, will represent 
a logical and desirable extension of this 
policy. 
Accordingly, we strongly urge that 
the Treasury Department give full con-
sideration to section 22(d) of the 1938 
act with a view to recommending to 
Congress at the next session its revision 
as suggested herein. 
Respectfully submitted, 
AMERICAN INSTITUTE OF ACCOUNTANTS 
COMMITTEE ON FEDERAL TAXATION. 
32 
ADDITIONAL COPIES 
OF THIS PAMPHLET CAN BE OBTAINED 
FROM THE 
AMERICAN INSTITUTE OF ACCOUNTANTS 
1 3 EAST 4 1 S T STREET, NEW YORK, N. Y. 
